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Present Financial Markets Crisis and the ECB's Monetary Policy 
The present crisis was expected. It is now convenient to reread the ECB and the IMF latest 
Stability Reports, but as usual, when it happened, most people where surprised, even the 
central banks or regulators, which did not have yet all or enough knowledge about the true 
situation about the level of risk or exposure of banks to other financial counterparties or 
which banks or other financial institutions held the ultimate risk. Nevertheless, the ECB has 
reacted promptly and in coordination with the FED and the Bank of Japan, as main lenders of 
last resort, to try to provide the necessary liquidity to the market in order to avoid a situation 
of panic after liquidity dried up.
It was surprising that the ECB had to inject much more liquidity than the US FED when the 
real issue was generated in this country. The reason is not clear yet, because there has not 
been any official report that I know, but apparently is has to do with the huge amounts 
(hundreds of billions of euros) of “conduits” or “SIV’s” holding long term assets (loans and 
credits) that some Euro Area banks were allowed by their regulators to unload from their 
balance sheets, which did not consume capital, which had high yielding long term assets and 
which were financed by issuing low yielding short term commercial paper in the US CP 
market. It was for them an excellent way of making money playing with the difference 
between the short and long term parts of the yield curve. As soon as the commercial paper 
market dried up, they needed to finance them by themselves and did have neither the liquidity 
nor the capital to do so.
This issue is important because if some regulators of the Euro Area allow their banks to do 
that, knowing that it can be risky, while others do not allow their banks to do so, in the end, 
the first banks enjoy (this time, temporary) a clear advantage to compete with the second 
ones and, moreover, when the crisis shows up, all of them (some directly, some indirectly) 
get hurt. This should be an issue to discuss at the ECB Governing Council.
The ECB is now under a dilemma. Just a few weeks ago, its main worry was inflation 
pressures, this is the reason why, rightly so, it was thinking on a further interest rate raise this 
week. Now, after what has happened and what it may happen, its main worry should be to get 
out of this crisis with the least possible damage to Euro Area growth. 
My personal view is that the ECB should do no interest rate movement in any direction until 
it has a very clear idea about the following issues:
First, on the liquiditysupply side, about how this confidence and liquidity crisis is going to 
end, if it is going to be only a temporary liquidity crisis or if t is going to turn into a credit 
crunch and finally into a solvency crisis. If confidence keeps faulting, the said banks will 
have to get back these conduits into their balance sheets, therefore, there will consume 
enough capital to limiting severely their lending for some time. Moreover, they will not be 
able to securitize further, because the market does not buy any asset backed security because 
does not trust its rating. 
Second, on the liquidity demand side, about how the high number of large highly leveraged 
funds and investors, which need to mark to market their asset holdings in the next weeks, are 
going to obtain further liquidity and credit lines to refinance their leverage, otherwise, they 
will produce a huge sell off of equities and fixed income assets, a crash and produce a lot of 
damage to a large number of companies, to many individual investors, to workers and 
eventually to the real economy.  4
Third, about how and when savers and investors are going to recover confidence on the 
financial markets. In principle, they will not come back to the markets until they know that 
ratings and valuations are right, which can take quite a long time.
It is a very serious issue and with a not a clear ending. I trust that the ECB and the FED will 
make the correct decisions to avoid a real crisis and, at the same time, to make those which 
have taking a huge risk in the financial markets, pay for it.   5
Sylvester C.W. Eijffinger
The Recent Financial Turmoil and the Consequences for ECB’s Monetary Policy
Briefing Statement by Professor Sylvester C.W. Eijffinger (Monetary Experts Panel of the 
European Parliament) for the Committee for Economic and Monetary Affairs Meeting on 11 
September 2007 with Jean-Claude Trichet, President of the European Central Bank
The recent turmoil in the financial markets was not surprising, at least not to me. On 18 
March 2007 I have already predicted in the Dutch televisionprogramme Buitenhof that the 
risks of the American sub-prime mortgage market for the financial system would to be very 
dangerous by the unwinding of the leveraged positions during the upcoming downturn of the 
US business cycle. My prediction was then that this sub-prime crisis would unravel within 
some months and would certainly affect the other financial markets (amongst others, the 
credit market) in the US and the rest of the world. The comparison could be made with the 
alcoholist: you don’t know when he graps to the bottle, but you do know that he graps to the 
bottle! Indeed, it all unwinded and unraveled very quickly. 
The ECB should be credited to be the first major central bank that has supplied the 
(European) banking system with the necessary liquidity in its capacity of lender of last 
resort, although this move by the ECB was criticized by some academics and bankers 
because of the possible moral hazard effect. In my opinion the ECB had no other choice than 
to provide the banking system with this very short-term credit facilities and handled this 
problem much better that the Federal Reserve System, which waited too long. Of course, it is 
quite scary that some smaller banks (e.g. the German IKB and Dutch NIBC) engaged 
indirectly or directly very heavily in these American sub-prime mortgages. The moral hazard 
effect does not have to take place, if the prudential supervision on the European banking 
system will be strengthened, in particular with respect to the credit lines of banks to hedge 
funds and private equity funds. This is a condition sine qua non to avoid possible future 
financial crises not only in Europe, but also in the US and Asia. 
Finally, one could ask what should be the consequences of the financial markets for the 
ECB’s monetary policy. First of all, this crisis proved how dangerous the use of code 
wording by the ECB is. The use of the code word ‘strong vigilance’ by President Trichet has 
become outdated and has put the ECB Governing Council in a difficult position. My opinion 
is that the use of code wording should be avoided and cannot solve the rather complex 
problem ofcentral bank communication and transparency. The ECB should therefore change 
its communication and disclosure strategy withthe financial markets. Second, in the present
volatile financial markets the ECB has the option value of waiting and should keeps its gun 
powder dry by not raising its official interest rate in September 2007. By collecting more 
information and analyzing the risks for the financial system the ECB is able to buying the 
time to think more carefully about its future monetary policy.
Tilburg, 28 August 2007 Sylvester C.W. Eijffinger6
Jean Paul Fitoussi 
Subprime mortgages meltdown and the behaviour of Central Banks*
How near of a financial crisis and thus of an economic crisis tout court, are we? The answer 
to this question depends a lot on the behaviour of Central Bankers. To understand why, a 
brief description of the present situation is in order. 
At the outset there is the crisis of the subprime mortgage market in the US, which is rather 
small in size. The contagion to other compartments of the credit market, and eventually to the 
stock exchange arose for two reasons. The first is securitization of private debt which by 
itself is an intelligent way of spreading the risks so as to allow access to credit by a larger 
number of borrowers. It significantly reduces the amount of credit rationing in the economy. 
The structured finance markets allow thus the issuance of asset backed securities (ABS) and 
in particular asset backed commercial paper (ABCP).  Usually most of ABCP are diversified, 
relying on a rather wide mix of assets, among which one can find in small proportion 
residential mortgage loans. Usually also, liquidity, in the case of an inability to roll (to pay 
CP on time) due to a market disruption is provided by bank liquidity facilities. Canada was a 
special case where the liquidity facilities are not as strong; the banks refused to pay, but 
market participants worked out rescue plans among themselves that will allow these conduits 
to be unwound over time. Some programs however are single sellers extendible ABCP, 
backed by mortgage collateral. But many of these programmes are insulated from market 
value declines by market values swap, which will ultimately protect investors; yet the banks 
have to buy the CP or the long-term assets that the conduits own, and the amounts are huge –
ABCP programmes deleveraged by an average of €10 billion per day for the last three weeks 
of August.  Other CP programmes lack structural protection and the investors may not get all 
their money or have to wait a long time before they do. Now one can understand why the loss 
of confidence in the latter propagates to all segments of the ABCP market, creating a 
liquidity crisis. The main responsibility for this contagion, and the second, but the true reason 
for the crisis, is borne by the credit rating agencies which did not properly distinguish 
between the different kinds of ABCP programs, because they were blindly believing in their 
sophisticated models. “Once the market lost confidence in rating agency models following 
the subprime debacle, the CP didn’t look so safe.” (Richard Robb)
1
Hence the stepping in of Central Banks and especially the ECB was a proper reaction but it 
was obviously not sufficient. If confidence is lost because the market participants become 
conscious of their imperfect knowledge, the players would unlikely lend to each other. That 
arose even between banks themselves increasing the opacity of the risk structure of their 
assets. What begun as a liquidity crisis may well degenerate in a solvency one that could be 
stopped only by a decrease of the rate of interest. Apparently the President of the FED 
understood this point as testifies his decision of cutting the refinancing rate.  The gesture was 
more important than its content, because of the expectations it led to. 
In Europe things are moving more slowly in a context which requires exactly the reverse: a 
crystal clear discourse and a quick decision by the Lender of Last Resort. Only transparency 
and action can take care of a confidence crisis. At the contrary, the discourse of the President 
of the ECB is all but clear, as it sticks to its pre-crisis wording of the possibility of an interest 
rate hike, adding some obscure considerations about the consequences of the financial market 
turmoil in a way which is not increasing our understanding. What seems to be clear from his 
message is that the crisis helped to return to a normal pricing of risks. What was abnormal 
according to his view was the flattening of the interest rate curve in the pre-crisis period. 
   
* I am indebted to Richard Robb and Roman Frydman for their comments on an earlier draft of this paper. 
1 This is a quote from a mail sent to me by Richard Robb, Columbia University. 7
There may even be some truth in this statement, but it does not help to cure a confidence 
crisis.
What may explain this European specificity is a convergence of two ex-ante contradictories 
lines of thought. The first seeing any alleviation of “the pain” of the market as a reward to  
speculators, the second stemming from the strong believers in general equilibrium economic 
theory according to which the variation in asset prices is just reflecting an exogenous shock, 
“a reduced appetite for risk”. Whatever their widely different roots the two lines of thought 
converges towards the conclusion that nothing has to be done, as if such passivity would not 
arm the “real economy”. And indeed the question is phrased in those terms: will the subprime 
crisis affect the real economy? Of course, it will: how can one imagine, even for a second, 
that a decrease of asset prices (especially housing prices) and an increase in the average rate 
of interest (through an increase in the risk premium) would not have negative consequences 
on growth and employment? As Chairman Ben S. Bernanke put it: “It is not the responsibility 
of the Federal Reserve – nor would it be appropriate – to protect lenders and investors from 
the consequences of their financial decisions. But developments in financial markets can 
have broad economic effects felt by many outside the markets, and the Federal Reserve must 
take those effects into account when determining policy”
2. It is only recently on August 27 in 
Budapest, that President Trichet corrected its preceding statements – "What I said was before 
the market turbulence" – letting us know that the ECB is paying close attention to the 
liquidity crisis and may not tighten on Sep 6.
The ECB understands its mission as one of anchoring inflation expectations around its 
inflation goal.  It does not seem to fully understand that it has also the duty of managing 
expectations about the real economy. Now what has been termed colourfully “a reduced 
appetite for risk” may well reflect a radical shift in expectations about the real economy. In 
this context, raising interest rate would not be a sign of independence from the ECB, but the 
sign that it is misunderstanding its role.
This episode reflects also the obvious, but not widely recognised fact that we are leaving in 
an imperfect knowledge world, one where uncertainty is pervasive. In this word, the 
informations for a perfectly rational calculus are just missing, and the framework of dominant 
economic theory can’t be applied. (See on these questions the remarkable book by Roman 
Frydman and Michael Goldberg: Imperfect Knowledge economics: Exchange Rates and 
Risks). This applies in particular to financial markets whose role is supposed to coordinate 
future intertemporal plans relative to saving and investment. In such a world, notwithstanding 
moral hazard problems, the main task of a Central Banker is to re-establish confidence by 
making known by all means that he will not leave the real economy to be affected by the 
sudden disruption of financial markets. 
To summarize:
1. It was wise for the ECB to provide the market with liquidities
2. It was not appropriate to speak to the market in such an obscure way
3. The normal reaction of the ECB should to reconsider its former discourse of “strong 
vigilance” (August 2) and not to tighten at its 6september meeting. If the real economy in 
Europe starts to slow, there will be plenty of time to decrease the rate of interest. Monetary 
policy has to take into account the different shocks to the economy among which a financial 
shock can be the gravest, as it is generally reflecting a shift in expectations about the real 
economy. It is the only policy instrument which can be applied timely taking into account 
new information stemming from the very functioning of markets.
   
2 Remarks at the Federal Bank of Kansas City’s Economic Symposium, August 31, 2007: “Housing, Housing 
Finance, and Monetary Policy”. 8
Prof. Dr. Gustav A. Horn 
Statement on Recent Financial Turmoil 29-08-2007 
What is your opinion about the reaction of the ECB to the recent financial turmoil?
The ECB has reacted very well by providing urgently needed liquidity at a relatively low 
interest rate. Some banks were in a very difficult situation as indicated by a steep rise of 
overnight rates at that time. At the root of this was a steep increase of liquidity demand. 
Given this, the ECB monetary policy stance turned overly restrictive without intention. In the 
end this could have led to an insolvency of some banks triggering adverse side effect on the 
whole banking system. It could reasonably be expected that these effects would have had an 
enormous impact on banks willingness to lend money to other investors. That could have 
stalled investment dynamics in the Euro area an elsewhere. By providing additional money at 
significantly lower rates than the market, these negative impacts on the stability of the 
banking system have been avoided. One hopes that therefore the impact of the financial 
turmoil on the real economy can be limited. 
There is no danger that this liquidity spurs inflation or is an act of bailing –out since the ECB 
will withdraw it from the market in due time. Those financial institutions that have made 
quite some losses will not be saved, since they will not regain their profitability by the flow 
of liquidity. Only those banks that suffered a short term liquidity constraints will be positive 
affected.
In your view what should be the consequence of the financial markets crisis for the monetary 
policy? 
There is a short term and a long term consequence. In the short run, the ECB should avoid 
any further hike of interest rates since these could lead to a prolonged period of insecurity on 
the financial market. If the Fed even lowers interest rates a significant appreciation of the 
Euro could also be a consequence. Moreover, there are no signs of an accelerating inflation in 
the Euro area. 
In the longer run, for its own interest the ECB, has to suggest an appropriate regulatory 
framework for financial markets. That should create more transparency and more security. In 
a more stable financial environment monetary policy should have more leeway to focus on 
inflation and growth development in the real economy without considering potentially 
bursting bubbles on financial markets. In the end this should lead to an improved monetary 
policy strategy in terms of price stability and growth record.9
Dr. Jörg Krämer, Chief Economist, Commerzbank AG
ECB reaction to the recent financial turmoil
The ECB acted in response to the recent financial turmoil when this infected interbank 
lending, which is seen as one of the safest and most liquid areas of financial markets.
What has happened? The problem consists of two elements. The first is that lending to US 
subprime borrowers was too loose, i.e. the risks involved have been mispriced. The second is 
the ever-growing variety of derivative instruments which allow lenders to sell the risk of the 
default of these borrowers, for example. This dispersion of risk is not a bad thing in itself, as 
in the event of default it is better if many investors suffer from small losses than only one 
investor facing a big one. However, as the default risk had been continuously put into pieces, 
repackaged, and sold again, in the end, nobody knows where the potential losses lie. If 
lenders are unable to distinguish between good and bad borrowers, they become unwilling to 
lend to anyone, or only at unusual high rates.
Exactly such an atmosphere of mistrust emerged, after some banks (IKB Deutsche 
Industriebank, BNP) reported unforeseen losses which can be traced back to investment in 
the US subprime market. On Aug 9, lending rates for overnight money went briefly up to 
4.6%, whereas less than 4.1% would have been the norm – given the ECB minimum bid rate 
of 4.0%. The ECB immediately reacted in the appropriate way and provided almost € 95 bill. 
at 4.0% for one day via a short-term tender operation to the banks that were short of central 
bank money (followed by three similar operation on Aug 10, 13, and 14, respectively). As a 
consequence, the overnight rate has fallen back to the 4% mark in the meantime.
Note, however, that such short-term measures have only a reassuring character, but they do 
not cure the heart of the problem: There is still a lack of information on who will bear the 
losses from subprime mortgages. Furthermore, even if it is known where the risks lie, it is 
difficult to say how big the losses are. For example, collateralised-debt obligations –
packages of asset-backed securities – that use US subprime mortgages as collateral have 
become almost impossible to trade. All in all, mistrust has continued. As a consequence, 
banks are still unwilling to lend central bank money to other banks over longer horizons. The 
three-month Euribor was trading at 4.74% on Sept 3, 74 basis points above the ECB’s 
minimum bid rate; a spread of roughly 20 basis points is the norm. In other words, current 
money market interest rates are more in line with a policy rate of 4.5% than the current rate 
of 4.0%. Being aware of such problems, the ECB decided to provide extra liquidity to the 
banks via a longer-term refinancing operation with a duration of 91 days. However, so far the 
effect on longer-term interbank lending rates has been small, at best.
What should be the consequence of the financial market crisis for monetary policy?
So, on the one hand, ECB measures to provide liquidity can help calm down market fears of 
an immediate liquidity squeeze, but they do not solve the real problem. On the other hand, 
measures to improve the transparency in derivative markets – i.e. part of the solution of the 
problem – can only be achieved in the medium- to long-term.
Therefore, it is natural to ask whether the ECB should react with interest rates in order to 
overcome the financial market turmoil. However, this would mean that the central bank 
supports those investors who have mispriced risks. If investors become aware of such an 
reaction, mispricing is likely to continue, because they will rely on the ECB ultimately 
stepping in. This would be counterproductive.
Instead, the ECB’s rate setting has to be based on the outlook for and the risks to price 
stability in the medium term, as always. Since in the current environment the assessment of 10
the latter is more uncertain than usual, and the ECB’s monetary policy strategy is medium-
term oriented, it would be most appropriate to delay any rate hike planned as long as the 
financial market turbulences prevail: On the one hand, the medium-term impact on growth 
and inflation would ultimately be the same if rates were raised one or two months earlier or 
later.  On the other hand, if the bank were to act in an unsettled market environment, this 
could cause further disruptions.  So the ECB has nothing to lose but a lot to gain by 
postponing a planned move as long as the markets haven’t settled down.11
Jean-Pierre Patat
Some questions about the central banks reactions to the recent markets turbulences
On 9 August, the Eurosystem injected 94 billions euros into the Euro-area money market in 
reaction to rising inter-banking interest rates and signs of market disruption in the wake of 
some presumed consequences of the US sub prime market crisis. The day after, the 
Eurosystem granted 61 billions euro by launching a three days quick tender operation. In the 
following days, central banks continued to provide exceptional liquidity resources to the 
markets, although the injections were not as important as on the previous days. The US Fed 
broadly acted in the same proportions since 9 august.
Such operations raise at least two important questions.
1) Was such a last resort lender intervention justified, with a view to a “moral hazard” risk of 
encouraging careless behaviour of the credit institutions as they are persuaded the central 
bank will always rescue them?
In these circumstances, this question does not seem to be pertinent. It is important to
distinguish two categories of financial institutions: those which act primarily on the sub-
prime market (specialized institutions) or which massively invested in these assets (like some 
hedge funds), and those which are not at all or very marginally concerned by this activity. 
The sub-prime market crisis, the bankruptcy of some institutions (in the US), and some 
problems (peripheral, to be true) of some other banks in Germany or in France, like BNP-
Paribas announcing that three of its funds were frozen, had created an excessively restrictive 
reaction in the inter-banking market. So, a lot of sound institutions which have not the 
reputation and the collateralisation ability of other more well-known banks had no more 
possibility to borrow liquidity at a normal price. Was it justified to provoke strong difficulties 
and perhaps collapse of some of these “innocent” market participants? On the other hand it 
would not be opportune to save the main actors of the crisis which, in fact, are not in Europe, 
and of which some collapsed.
2) The second important question concerns the impact of central banks' interventions on the 
monetary policy process. Some journalists don’t hesitate to denounce what they call a 
“schizophrenic” attitude, as the Eurosystem seems simultaneously to continue to profess 
worrying about inflation and creates the conditions for more inflation by massively 
increasing liquidity.
Central banks interventions did not create money which can be spent on the goods and 
services market, but central bank money. No individual, no firm, ever had in their hands 
central bank money as it is exclusively inter-bank money (in practice, the banks' credit 
balances on their account held in central banks.)
But one can object that if commercial banks benefit from huge amounts of central bank 
money they could be in situation of granting more credits and so, creating more money.
There are two responses to these critics:
First, owning liquidity is not at all an incitation for banks to grant more credits. Only some 
US teachers in their macroeconomic textbook are still describing the monetary process 
creation in that sense (with the so called “multiplicator” mechanism). But things are not 
occurring like that. Banks grant credits if there is demand for credits and if this demand is 
solvent. If they have excess liquidity, especially in Europe they will affect this surplus to 
reduce their indebtness to central bank.
But there is precisely no risk the banks own durably excess reserves. Concerning the 
Eurosystem interventions, they were day to day, or very short term lending which were 12
rapidly paid back. In that circumstance the word liquidity “injection” generally used for 
commenting these operations (and which, to be true, is also used by central banks!) is not 
appropriate as injection is a “one way” operation (one does not see a patient to give back a 
vaccine in the syringe). Anyway, central banks are very closely monitoring the market in 
order to avoid inappropriate excess liquidities to subsist.
In such circumstances, the impacts for monetary policy seem to be elsewhere.
First, risk aversionand flight to quality movement induce liquidity preference and massive 
investments in government bonds with softening monetary and credit conditions. On the 
Treasuries curb, yields fell sharply, more on the shorter compartment, but the ten year yield 
of OAT, for example, decreased from 4.70 to 4.35 in one month. This abnormally low level 
in comparison with the short term interest rates can be an incentive for housing credits 
developments, in contradiction with the ECB objective of gently slowing down this type of 
credits.
Inversely, the crisis can affect the banks behaviour in a restrictive sense. The possibility of a 
credit crunch must be very carefully assessed. The central bank has theoretically to avoid two 
opposite mistakes, in minimising or overvaluing this risk. In fact, in a context of market 
pressures and loss of composure of some analysts, economists, or politicians, the central bank 
can be urged to soften monetary conditions without any objective reasons with the risk of re-
engaging speculative behaviours, as it was observed after the two unexpected falls in the Fed 
interest rates in October 1978.
Finally, it appears that a lot of new financial mechanisms, sub-prime credits, market rates 
indexed housing credits, collateralizations of new credits by gains on asset market values… 
which mainly exist on the US market, can greatly enhance the impact of monetary policy 
when central bank interest rates are on a decreasing trend (and arouse the admiration of 
European analysts and economists for whom it is an opportunity for criticising the ECB 
“inertia”), but can also have a devastating effect when the interest rates are rising. In such 
circumstances, one of the problems is that central banks can be obliged to intervene, and even 
be under pressure to change the stance of their monetary policy.
Monetary policy can be difficult to manage if lender of last resort interventions, of which the 
finality is to be exceptional, are becoming usual.13
Prof. Pedro Schwartz, B.Ll., Iuris Doctor (Madrid), M.Sc. (Econ.), Ph.D. (London), San 
Pablo CEU and St. Louis University, Madrid. 
The ECB and the Market Crisis of August 2007: past reaction and future policy
The financial crisis that was brewing in the US subprime mortgage market came to a head in 
August. Finance dried up for short-term commercial paper, much of it backed by shaky 
mortgages and consumer loans. This led to a fear that many non-bank lenders and hedge 
funds would fail, finally affecting the credit-worthiness of mainstream banks and freezing up 
the whole credit market. 
At this juncture, the ECB was the first central bank to provide extra liquidity to the market 
through open market operations, followed by the Fed and the Bank of Japan. The Fed went 
one step further by reducing the penal interest rate on loans at its discount window - used by 
banks that cannot obtain the funds they need in the interbank market. The question now is 
whether the Fed will be pushed to cut its Federal Funds Rate under pressure from finance and 
industry. If it does so, the ECB could decide to follow suit and hold back the widely expected 
rise of its base lending rate or even cut this rate. The Bank of England, meanwhile, has 
followed the more orthodox line of lending unlimited amounts to cash-strapped member 
banks if necessary, but at a punitive rate and against good security.
A number of questions should be addressed to President Trichet regarding the ECB crisis 
policy: (1) was it necessary to pump liquidity into the eurozone in such quantity or would the 
more traditional stance of the Bank of England have been sufficient; (2) are imprudently 
managed institutions being unjustifiably baled out and will this give rise to moral hazard; (3) 
given the financial crisis, does the eurozone economy need an ECB base rate cut to keep 
growing or should the ECB rather worry about the danger of inflation.
1. Second-guessing the Bank directorate decisions when it was facing a sudden credit crunch 
would be facile. It was general knowledge that too much liquidity was sloshing in the world 
financial system and the source of it did not lie with the ECB. The Greenspan low interest 
policy after the 2000 financial crisis was signally imprudent: a central banker should care for 
stable money, not try to lower the real interest rate with the aim of boosting the economy. 
The minimal rate policy of the Bank of Japan was responsible for liquidity creation through 
the “carry trade” that has made the system too sensitive to sudden changes of sentiment. 
China has added to world liquidity by keeping the renminbi low and Russia by lax 
supervision. Finally, financial innovation has been adding liquidity, as usually happens 
during boom times. However, the eurozone has been better protected by the euro appreciation 
that the ECB was right not to interfere with. The truth is that, nowadays, central bankers have 
great difficulty in controlling money supply. As central bankers go, the ECB has behaved 
rather well, though it is now clear that it should pay more attention to inflating asset prices. 
Open market operations cannot easily be made punitive. They therefore should be short-lived 
and once the crisis has passed the money injected should be drained away. In the case of the 
ECB, the sooner the better: a false sense of security is not the way to foster economic growth. 
President Trichet should give some assurance that these are his general intentions.
2. For the health of the system, Stock exchanges should be allowed to go back to fundamental 
valuations. Equally, real estate prices and excessive home construction should be purged of 
the effects of past lenient interest rate policy. Corrections happen in the capitalist economy, 
not so much because of so called “irrationality”, but because money was too cheap. The 
abundance of money eroded standards of transparency and company governance. A number 
of well-publicised bankruptcies would help instil greater prudence in financial markets and 
personal borrowers.14
The ECB, once the emergency open market operations are unwound, should only lend to 
affiliated institutions at punitive rates and show signs of benign neglect to falling stock 
exchange and real estate prices. Any inkling that the ECB listens to the likes of Barak Obama 
and intends to throw cheap money at mortgage debtors to save them from the effects of their 
miscalculation would be fatal for the health of the eurozone financial system.
3. The theory underlying this whole analysis is that easy money does not make for stable 
growth. Growth comes from supply side reforms, productive investment, freer trade, and 
technological and organisational innovation. It is only a politician squinting at the next 
election who will think that inflated consumer demand or a depreciated currency make for 
growth. Given that we live in a fiat money system with developed credit facilities, corrections 
will happen: they did in 1987, 1998, 2000-2001 and in 2007 another one has come. These 
corrections have not stopped the world economy from growing at a rate unprecedented since 
the 1960’ies.
It is right for a central bank to act as a lender of last resort to the institutions in its club. Also, 
as our globalised world, monetary zones cannot be insulated through currency appreciation, 
limited cooperation with other central banks is in order – as long as this does not include 
concerted intervention in the exchange markets. 
However, avoiding systemic risk does not mean saving bankrupt institutions, abandoning the 
fight against inflation, or trying to foster growth with cheap money and a devalued currency. 
The ECB should abide by its remit and increase its basic interest rate if it thinks that 
appropriated after reading the price omens. There is no contradiction in helping markets 
overcome a temporary credit panic and using the basic rate to keep money stable. Whatever 
Mr. Bernanke does with the Fed Funds rate, the ECB can and should keep a tight monetary 
policy if it fears a euro inflation.15
Anne Sibert, Birkbeck College and CEPR
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The Recent Financial Market Crunch and the Central Bank Response
The Fed Reserve responded to the recent financial market crunch by lowering its discount 
rate and injecting a moderate amount of liquidity; the ECB injected liquidity on a large scale. 
Lowering the discount rate was inappropriate. The problem in financial markets was not that 
financial firms with eligible collateral were unable to pay the original discount rate; it was 
that they held suddenly illiquid assets which could not be sold at any price. Lowering the 
discount rate did not solve this problem, it merely subsidised institutions willing and able to 
borrow at the discount window. The ECB’s management of a liquidity squeeze with the same 
tools it uses to make monetary policy in normal times was not particularly helpful: its open 
market purchases were collateralised against high-grade assets for which there still was a 
functioning market, rather than against illiquid assets for which the market had stalled and no 
market price was available. What should central banks have done instead? They should have 
created a market for illiquid assets by expanding the set of eligible collateral and charging an 
appropriate penalty rate. 
The proper role of a central bank in a financial crisis is to support key financial institutions
with strong public goods features.  These institutions include important financial markets and 
the mechanisms that support these markets. Central banks should not support or bail out 
financial businesses unless this is necessary to support key economic institutions.
In Bagehot's days, commercial banks conducted most of the financial intermediation.  They 
were the credit system and played a key role in the payments system.  Support of the credit 
markets and the maintenance the payments system required supporting  commercial banks in 
a financial crisis. Thus, Bagehot advised that in times of crisis the central bank should lend 
(to commercial banks) freely, at a penalty rate and against good collateral (that is, collateral 
that would be good in normal times but has become impaired temporarily because of the 
crisis).  A penalty lending rate and the collateral requirement serve to minimise moral hazard.
Today, much financial intermediation bypasses commercial banks, going through financial 
markets with many types of participants.  Supporting the financial system now entails 
supporting key financial markets rather than supporting individual firms or types of  financial 
businesses.  Central banks can support markets for assets which would be liquid in normal 
times, but are illiquid because of the crisis, by acting as a market maker and by buying the 
assets outright or accepting them as collateral against loans at the discount window or in 
repurchase operations in the money markets.
That is, central banks should expand the set of what is generally considered “good” collateral 
for Bagehot’s Lender of Last Resort. Specifically, they should accept securities that are 
below investment grade. This is in contrast to the ECB’s self-imposed rules which prohibit 
accepting anything rated less than A- as collateral. Fortunately, the ECB’s list of eligible 
counterparties and instruments is not fixed by law; it can be changed any time by the 
Governing Council.
To avoid moral hazard, Bagehot’s requirement of a penalty rate must be maintained: central 
banks should only buy illiquid assets at a punitive price. The central bank should also deal 
only with institutions who abide by an approved regulatory and supervisory regime.  Central 
banks should clarify what kinds of assets they are willing to purchase and maintain a list of 
securities eligible for discounting.  Only important instruments need be considered, not every 
over-the-counter concoction some ‘quant’ dreams up.  The central bank should be active in 
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normal times on a small scale in the market for each of the eligible instruments, acquiring a 
familiarity that will be helpful in abnormal times. There are many ways that a central bank 
could set a price in a market that has ceased to function.  An example of such a mechanism 
that discovers the reservation prices of all potential sellers is the Dutch auction.
This note is based on joint work with Willem Buiter.17
Norbert Walter, Chief Economist, Deutsche Bank Research, Frankfurt
What is your opinion about the reaction of the ECB to the recent financial turmoil? 
ŁGood cooperation and communication and generous 
liquidity prevented further spreading of the crisis.
The developments on the markets have caused investors to panic. They led to a situation 
where market participants punished even attractive asset classes, even those which should not 
have been subject to any downward correction of prices. The undifferentiated run for 
liquidity caused hefty selling of liquid stocks in leading stock markets after a liquidity 
shortage emerged, even on the interbank market. Hence, the reaction of central banks to 
provide short term liquidity to the money markets was sensible.
The ECB took the lead in this process. The Fed was hesitant at first, only to go even beyond 
open market liquidity injections later, encouraging borrowing at the discount window through 
lower rates.
The ECB proved to be an effective manager of the liquidity crisis and deserves praise for its 
close cooperation with the banks, good communication to the market and smooth operative 
handling of the liquidity injections. On top of this, regulators and viable private institutions 
smoothly repaired the solvency problems of banks at the risk of coming close to default as a 
consequence of sub-prime transactions.
It is premature to expect the ECB to give up its plans to increase the repo to a rate it considers 
neutral.
In your view what should be the consequence of the financial markets crisis for 
monetary policy?
Ł Increase transparency in the markets. Reconsider the 
accounting rules especially for non-market assets.
The central banks were absolutely right in providing liquidity to the market at a period of 
extreme uncertainty such as last week. But generally speaking those who made mistakes in 
giving out mortgage loans which defaulted or in mis-pricing the risk of mortgage-backed 
securities they bought should have to pay for their mistakes. If they got bailed out by the tax 
payer or indirectly by the central bank by allowing for inflationary policies, the resulting 
moral hazard problems would undermine the financial sector's role as a critical arbiter for the 
efficient provision of capital in the economy. 
The monetary policy of the ECB has proven to be effective. Whether higher repo rates are 
necessary to control inflation is doubtful. The US economy is slowing down and the euro will 
appreciate and thus dampen inflation.
Regardless of the future interest rate policies, what is crucial is an improvement of 
transparency. Especially the accounting rules for new asset classes should be reconsidered. If 
the markets fail, mark-to-market valuation might by a red herring. But more importantly, no 
market assets valuation at mark to (the companies' own) model must be challenged.
This way, the current adverse selection problem could be overcome. On the one hand, 
investors would stop punishing the good risks, and on the other, banks would begin to trust 
each other again.18
Charles Wyplosz, Graduate Institute of International Studies, Geneva and CEPR
Statement to the Committee for Economic and Monetary Affairs of the European 
Parliament 30 August 2007
What is your opinion about the reaction of the ECB to the recent financial turmoil? In your 
view what should be the consequence of the financial markets crisis for the monetary policy? 
The ECB reacted adequately fast in providing liquidity to the interbank market that had dried 
up. The origin of the problem was well understood: mutual trust among banks had evaporated 
because no bank knows whether other banks, with which it routinely trades, are exposed to 
the mortgage crisis. If the interbank market freezes, as it started to do, banks become unable 
to extend credit not just to one another, but to customers as well. The consequence, a credit 
crunch, can then trigger a very destructive chain reaction, with unpredictable consequences. 
While the ECB cannot restore trust, it can relieve cash-strapped banks. 
Did the ECB wait too long? Difficulties started to appear on 6 August, the ECB started to 
intervene on 9 August, followed on the same day by the Fed. Intervening too fast might have 
been construed as a panicky reaction, possibly worsening already high market anxiety. Did it 
move too fast? It was, and remains crucially important, to prevent the interbank market to dry 
up. 
Some commentators have accused the ECB (and the Fed) to lend too cheaply. The argument 
is that the need for emergency loans reflects imprudent behavior, that prudence is the basis of 
adequate bank practice and, therefore, that cheap ECB loans convey the signal that it is all 
right to take large risks since the central bank will bailout delinquent banks. Put differently, 
those who take big risks must face the consequences when they are adverse. This argument is 
perfectly correct, but it does not apply to the situation in mid-August. All banks were caught 
in the market freeze, whether guilty or not of imprudent behaviour. Those who favour 
punishment as an education tool must admit that higher rates would have amounted to 
collective punishment, which lacks pedagogical merit. The ECB does not have the requisite 
information to identify the reckless banks, but Art. 105(2) specifies that its task is “to 
promote the smooth operation of payment systems”. The ECB fulfilled its mission.  
It is far too early to predict the consequences of these events. Optimists observe that calm is 
returning to the interbank markets, which could lead to widespread recovery. One month of 
turmoil has no practical consequences for growth and employment. Pessimists believe that 
the housing crisis has yet to unfold, not just in the US. This may lead to repeated bouts of 
panic, to ever increasing risk premia and, ultimately, to long lasting financial distress with a 
powerful impact on the real economy. My own view is that there will be further bad news for 
three reasons: 
- Housing prices in the US may decline further as foreclosures lead to auctions, which further 
push prices down. 
- This will lead to more nonperforming loans, to more failures of financial institutions that 
have taken such loans on their books.
- Many investors have fixed-term contracts that will mature in the coming weeks and months. 
If they do not roll-over these contracts, several financial institutions will be in serious 
difficulty and bankruptcies will follow. While the large financial institutions are likely to 
weather the consequences, the repetition of bad news can create more episodes of the type 
seen in mid-August. 19
The fear is that risk premia climb further and the firms and households become sufficiently 
concerned to cut spending. 
Obvsiously, the ECB will have to take this into account. In the immediate future, hopefully, it 
will postpone the interest rate increase that had previously been pre-announced. It should not 
commit to any move as long as the situation remains volatile. 
Remarks on the Press Release of the Committee for Economic and Monetary Affairs of 27 
August 2007
I fully agree with the Press Release. Two delicate issues merit attention.
The rating agencies
As always, the rating agencies have failed to foresee the crisis. They are private providers of 
services. Normally, their customers should stop using their (paid) services but experience 
shows that this is not what happens. There are many reasons for the rating agencies repeated 
failures:
- They share market sentiment. When the markets are overly optimistic, they too are overly 
optimistic. 
- They fear that sending broad early warning signals may precipitate a crisis for which they 
subsequently will be blamed.
- As long as they all agree, they cannot be blamed for making mistakes. This encourages the 
status quo.
These features are beyond public intervention. Humans fail. 
On the other hand, the rating agencies may be too close to the markets, their customer base. 
There are also instances when some financial institutions own shares of rating agencies. 
Some thought should be given to establishing “Chinese walls” between the agencies and the 
institutions that they rate. Some thought might also be given to cartel-like behaviour 
regarding the ratings, although they mostly follow each other without any indication that they 
coordinate. 
Bank supervision
Since the creation of the common currency, many observers have been concerned by the fact 
that bank supervision is carried out at the national level. The official answer has always been 
that national supervisors can pass their information to the ECB. Do they? A supervising 
agency may well hesitate to report that one of its banks is in difficulty. All along the question 
has been: when a crisis emerges, will information flow quickly and completely?
The current crisis offers the first instance when this should have happened. The European 
Parliament should, in my view, launch an investigation to determine whether national 
supervisors have known that some of their banks were facing serious losses and whether 
adequate information has been passed on to the ECB.